Introduction
The purpose of this essay is to provide some quantitative historical background to the question of what role direct investment plays in the broader story of international capital flows.
The essay examines whether that role has changed over time, or changed for some groups of investing or receiving countries, and how that role differs among countries and types of countries.
International flows of capital perform a variety of functions in the world economy. For example, they permit levels of domestic investment in a country to exceed the country's level of saving. That has been the case for the United States for the last 15 years and for most of the last 25 years. For rapidly growing economies, such as the United States and Argentina in the 19 th century, inflows of foreign investment permit faster growth, and/or growth with less sacrifice of current consumption, than could otherwise take place. For countries generating large amounts of saving, international capital flows provide a means to invest where returns are higher than at home, as was the case for Great Britain in the 19 th century and for Japan more recently.
These are long-term uses of what are, in some cases, prolonged periods of capital flows into or out of particular countries. Shorter periods of capital flows may serve some different functions, such as smoothing various types of cyclical or other economic fluctuations. For _________________________ * I am indebted to Shachi Chopra-Nangia and Ewa Wojas for able research and statistical assistance. An earlier version of this paper was presented at the NBER Conference on International Financial Flows in Woodstock, Vermont, October 16-18, 1997. example, Edelstein (1982) has suggested that while inward capital flows to the United States during the 19 th century were not large relative to domestic capital formation over long periods, they were much more important in shorter periods when capital formation spurted far ahead of more slowly growing saving levels, financing booms in capital formation that might otherwise have been strangled by rising interest rates. Countries heavily dependent on particular crops need capital flows to finance periods when crops fail or when crop prices fall drastically, permitting consumption, and perhaps capital formation, to be at least partially sheltered.
International capital flows can also help to finance periods of war or of reparations, sometimes resulting from defeats in wars.
When these uses of international capital movements are studied, the flows of capital are usually measured net, as the difference between outflows and inflows, rather than by examining outflows and inflows separately. That is partly out of necessity, for lack of gross flow data.
Most international capital flows during the 19 th century are approximated by estimates of the net balance on current transactions, where it can be estimated, or even by the merchandise trade balance, where it cannot. One exception to this rule is that there have been many studies of flotations of foreign securities during the 19 th century, particularly in the British capital market.
Some of the components of the balance on capital account are, even now, usually observed in the form of net outflows or inflows; the simultaneous, or almost simultaneous, purchases and sales of different types of equity, of government securities, of private bonds, and of short term debt is not observable for many countries.
Flows of direct investment capital are an exception to this netting out of outward and inward flows; for many countries, data are available separately for outward and inward flows.
The outward flows are measured as the flows involving firms based in the reporting country, although these firms can, at times, repatriate their foreign investment, producing negative outward flows. The inward flows represent the activity in the country of firms based in other countries. The division reported now by the IMF, following this practice, is between "investment abroad" and "investment in" a country.
A possible way to explain the different treatment of direct investment, aside from the problems of collecting data, is that direct and portfolio investment are related differently to the financial markets in home and host countries. In the markets for bank loans, government securities, and private company bonds and equity, many buyers and sellers are competing with each other to supply and acquire fairly standardized types of assets with fairly well defined prices in identifiable markets. Changes in flows can presumably be associated with changes in various interest rates in markets for these types of securities. It may matter little in the French and UK corporate bond markets whether, for example, the UK demand for French corporate bonds and the French demand for UK corporate bonds both increase equally at the expense of demands for each country's own bonds, or both decrease equally in favor of their own countries' securities, or whether there is no change in any of these demands.
Direct investment flows, on the other hand, do not enter any general financial market.
They are internal to each firm, and an inflow is not simply offset by an outflow. Each flow brings something different to a country because it is attached to a specific firm. Equal direct investments from France to Germany and Germany to France do not simply cancel each other out; there has been an addition to the stock of French skills producing in Germany and an addition to German skills producing in France. Thus, a comparison of net direct investment flows with aggregate net international investment misses much of the significance of direct investment.
This contrast should not be drawn too sharply. Portfolio investment may also flow in two directions at any given time. Investors in country 1 make portfolio investments in country 2 while investors in country 2 are making such investments in country 1. They may be seeking country or industry diversification in their portfolios even if their preferences and attitudes toward risk are the same. If they are not the same, investors in one country may be indulging a greater appetite for political risk or industry instability combined with higher returns.
The flow of direct investment is very much a two-way street among the top investing countries, even though direct investment is more concentrated among source countries than among recipient countries. The top ten exporters of direct investment capital accounted for over 90 per cent of the world total in 1989-1993 while the top ten recipients accounted for less than three quarters of reported inflows. Nevertheless, six of the top ten exporters were also among the top ten recipients, and two of the other top recipients ranked just below the top ten as exporters (World Bank, 1997) . Another distinction between the exporter and importer groups was that the exporter group was a little more stable: eight out of the ten largest exporters of direct investment capital in 1969-73 were also in the group in 1989-93, while only six of the ten largest importers were still among the ten largest importers in 1989-93.
The data for the stock of outward and inward investment, which presumably reflect the cumulation of flows over many years, show similar concentrations. The top ten holders of direct investments abroad in 1995 owned 87 per cent of the world total, while the top ten host countries were the location of about two thirds of the stock. Six of the top host countries were also among the top ten holders (United Nations, 1996).
The Definition and Measurement of Direct Investment: Control vs. "Lasting interest"
Direct investment is often discussed as if it consisted entirely of the investment associated with multinational corporations. Such a concept would match the theoretical literature on direct investment, but the data available do not follow it. There are many aspects of multinational corporation activity not included in measures of direct investment and all past and present definitions of direct investment include transactions that do not involve multinationals.
The definition of direct investment, and therefore its measurement, have changed considerably over time. Definitions and measurements even now differ among countries despite the efforts of international agencies to push for uniformity.
The United States was a pioneer in surveying both outward and inward direct investment.
The object of the surveys, as described in the 1937 inward investment survey, was to measure "…all foreign equity interests in those American corporations or enterprises which are controlled by a person or group of persons…. domiciled in a foreign country" (U.S. Department of Commerce, 1937, p. 10) . The term "equity interest" encompasses all holdings of common and preferred stock, advances, and intercompany accounts. No definition of "control" is provided, but control is the criterion for inclusion. concept. "Foreign direct investment reflects the objective of obtaining a lasting interest by a resident entity in one country ("direct investor") in an entity resident in an economy other than that of the investor ("direct investment enterprise"). The lasting interest implies the existence of a long-term relationship between the direct investor and the enterprise and a significant degree of influence on the management of the enterprise" (OECD, 1996, pp. 7-8) .
While this concept is a vague one, the recommended implementation is specific. "OECD recommends that a direct investment enterprise be defined as an incorporated or unincorporated enterprise in which a foreign investor owns 10 per cent or more of the ordinary shares or voting power of an incorporated enterprise or the equivalent of an unincorporated enterprise….An effective voice in the management, as evidenced by an ownership of at least 10 per cent, implies that the direct investor is able to influence, or participate in the management of an enterprise; it does not require absolute control by the foreign investor" (OECD, 1996, p. 8) .
The idea of control, which is behind much of the literature on multinationals, has been specifically abandoned. The Fifth edition of the IMF Balance of Payments Manual points out It is striking, in view of the current interest in multinationals and foreign direct investment, that many descriptions of pre-World War I capital flows, perhaps the largest in history relative to total income or fixed investment, either did not discuss direct investment at all (Iverson, 1936) ,or combined it with portfolio investment, as in the compilation in Palgrave (1910, Vol. II), without considering whether the determinants or effects were similar. However, Hobson (1914) did describe a half-century or more that "…has witnessed an enormous rise in the importance of the international company, in railways, mining, tramways, water, gas, electricity, banking, insurance, finance, land plantations, and other enterprises" (p.125). "The international company has even extended to manufacturing, but there it is still somewhat rare…" In one of his early books, John Dunning (1970) described the pre-World War I situation by the statement that "In 1914, 90 per cent of all international capital movements took the form of portfolio investment-i.e., the acquisition of securities …issued by foreign institutions, without any associated control over, or participation in their management….several American and European companies …already owned sizeable foreign manufacturing ventures, but these were the exceptions rather than the rule, and they rarely accounted for a major part of the enterprises' total activities." (p. 2).
The consensus was probably well summarized by Arthur Bloomfield's appraisal that "Portfolio investment was a far more important component of long-term capital movements before 1914 than direct investment…" (p. 3), although Bloomfield noted one exception, China, among host countries, and one, the United States, among investing countries. Another apparent exception among investing countries, heavily weighted by investment in China, was Japan, with almost 90 per cent of its foreign investment in the form of direct investment, as indicated in a number of sources cited by Mira Wilkins (1986) . Bloomfield also noted that "Before 1914… the concept of direct investment (in its present-day sense) was not clearly distinguished from other (noncontrolling) equity investments in private foreign enterprises (Bloomfield, 1968, pp. 3-4) .
The idea that direct investment flows were negligible before 1914 was challenged, at least as it applied to investment in developing countries, by Peter Svedberg (1978) who claimed that it was an illusion stemming from the typical methods of estimating flows and stocks. These relied heavily on compilations of government bond purchases and holdings and on London stock exchange and other similar flotations. They therefore missed many direct investments that did not pass through the exchanges. Also, by assuming that none of those that were publicly floated were bought by controlling interests, the estimates classified some direct investment as portfolio investment. After reviewing the data, Svedberg estimated that some 44 -60 per cent of the $19 billion of accumulated investment in developing (or "underdeveloped" ) countries in 1913-14 was in the form of direct investment. Furthermore, similar ratios could be found for investment in many different areas and by many different home countries, and was not peculiar to investment by the United States.
Whatever the correct picture for the world before 1914, the history of U.S. inward international capital flows in that period conforms to the traditional picture. Foreign investment in the United States was overwhelmingly portfolio investment, to the extent that just before
World War I about 80 per cent of the stock of long-term investment in the United States was portfolio investment (Lewis, 1938, p.546) . Federal, state, and local governments and railways were the chief borrowers, and most of the borrowing was in the form of bonds rather than equity.
On the other side of the balance sheet, three quarters of the U.S. outward investment stock in 1914 was in the form of direct investment ( Ibid, p. 605). Thus, even if it is true that the worldwide role of direct investment before 1914 has been understated in the historical literature, its large role in U.S. outward investment was outside the range of other capital exporting countries' experience and far greater than in other countries' capital exports to the United States.
The divisions between domestic and foreign financing and between direct and portfolio investment can be thought of as ways of dividing up risks among different types of investors and borrowers. One could imagine that in the early history of the United States, foreign capital might have financed risky types of capital formation that domestic investors would avoid. However, the nature of the projects financed by foreign capital does not support this idea. Early foreign investment went mainly into government securities, probably thought of as relatively safe, although some of them proved riskier than was expected. Later investment went heavily into railroads. A common feature, aside from lending to the Federal government during the Civil War, was that foreign portfolio investment went to large, lumpy, social overhead capital projects, railroads, canals, and later, public utilities, relatively safer investments and less dependent on local knowledge than the typically much smaller, and on that account, riskier enterprises in agriculture or manufacturing, which were left mainly to local financing (Edelstein, 1982, pp. 39-41, 237-238) .
There were many manufacturing enterprises set up by foreign craftsmen or entrepreneurs with special skills. Since transportation and communication were so slow that it was impossible to manage these enterprises from abroad, the investment was therefore often accompanied by the migration of children or other relatives of the foreign investors to manage the enterprise.
Although these enterprises were a form of direct investment, they were different from most direct investment now in that they were not controlled by parent firms as an outgrowth of their businesses, but by individual investors. Mira Wilkins (1989) refers to these as "free standing enterprises." Over time they tended to become increasingly independent and often eventually lost the status of direct investments when their owners migrated to the United States. The United States has been, since its earliest days as a foreign investor, exceptionally focussed on direct investment. An estimate for 1897, when the United States was still predominantly a recipient of capital from abroad rather than a supplier, showed more than 90 per cent of U.S. outward investment to be direct investment. By 1914, the share had declined to three quarters, still far above the proportion in foreign investment in the United States or in world investment as a whole (Lewis, 1938, p. 605 ).
The period of World War I saw the first major U.S. portfolio investment abroad, including large loans to foreign governments that outweighed total private financing. By the end of 1919, direct investment had been reduced to a little over half of U.S. private investment abroad but to less than a quarter of total foreign investment including intergovernment loans (Lewis, 1938, p.447) . The 1920s were characterized by rapid growth in both direct and portfolio private investment abroad, but were unlike the earlier periods in that portfolio investment became the predominant avenue for U.S. investment, tripling in value while direct investment only doubled, and accounting for over 60 per cent of the growth in private U.S. investment abroad. By 1929, the value of U.S. private portfolio investment exceeded that of direct investment for the first time (Lewis, 1938, pp. 450 and 605) .
The Great Depression reversed the change in the composition of the U.S. private foreign investment portfolio that had taken place in the 1920s. Half of the foreign loans extended in the late 1920s went into default (Mintz, 1951, p. 6) . U.S. holdings of securities, even valued at par, were reduced by almost 30 per cent (almost 50 per cent with defaulted bonds at market value), and short-term credits were cut almost in half (Lewis, 1938, p.454 international assets were private and almost half were direct investment.
The United States not only had much or most of its international investment in the form of direct investment but also accounted for a large part of the world's stock of direct investment.
In 1960, almost half of all the outward direct investment was owned by investors based in the United States. No other country came close; the next ranking holder of direct investment was the United Kingdom, at 18 per cent, followed by The Netherlands, at 10 per cent and France, at 6 per cent (United Nations, 1988, Table 1 .2). The large role of direct investment in U.S. foreign investment was associated with a large role for the United States in the world's direct investment universe. (Table 1) .
Since 1980, where we do have estimates of gross flows, portfolio investment has grown somewhat faster than direct investment, and "Other Investment" hardly grew until 1995, when it jumped ahead of the other two.
The long-term trend, if there is one, seems to have been an increase in the share of direct investment in total investment flows from 1980 through 1994, and possibly since 1970 (Table 2) .
but the direct investment share remained well above that of the early 1970s.
All these statements have an important cloud over them. That is the persistent world current account deficit that has remained stubbornly close to $100 billion a year, instead of zero, as it should be. That deficit, which is really a discrepancy item, is so large that it implies that the correct figures for some of these entries could be very far different from those we are relying on to study and to follow investment flows. The latest indicator of how far some of these numbers are from the facts they are supposed to represent is the results of the recently completed survey of U.S. portfolio investment abroad, which found that the market value of U.S.-owned foreign securities at the end of 1994 was $910 billion instead of the previously estimated $556 billion, an addition of 64 per cent.
The Geography of International Investment Flows a. Origins and Destinations of Direct Investment
Outward direct investment originates mainly in the highest income countries, as can be seen from Appendix Table   13 .2) and its addition to the Developing Asia total brings that region to an important position as a direct investor. The timing of the growth in Hong Kong's outward investment is similar to that in China's inward investment, confirming the impression that much of the investment was going to China. Although there is no reported surge in Hong Kong inward investment it is hard not to suspect that some part of the outward investment originated outside Hong Kong.
The flows to the main regional destinations for foreign direct investment are described in Appendix Table 3 . The two outstanding shifts in the destinations of FDI flows over the quarter century were toward Asian countries, both China and Southeast Asia, and toward the United
States. The flow to the United States reached a peak in the 1980s, when it was larger than the combined flows to all European destinations combined. After that, the flow to the United States receded somewhat, and in the next period the major growth was in the flow to Europe. Direct investment into Developing Asia continued to grow rapidly and that to Latin America revived.
In 1990-94, Europe resumed its earlier position as the main destination of direct investment.
Most of the increase over the previous period was matched by similar growth in European outflows, an indication that a large part of the growth was in intra-European investment. Europe and Japan were consistent net suppliers of direct investment to the rest of the world and Latin America was a consistent absorber of such capital, as was Developing Asia, especially in the last period (Appendix Table 4 Table 5 ). Japan has been a pretty consistent capital exporter in this category since the 1970s, while the other regions have mostly been importers. For the United States, portfolio inflows were particularly large in 1985-89, just when direct investment inflows were also at a peak. In this period, the high inflow into the United States almost exactly matched the outflow from Japan. The fact that the peak period in the United States was the same as for direct investment suggests that whatever led to the large inflows was not peculiar to direct investment. In Latin America, also, the jump in direct investment inflows in the 1990s was accompanied by a large rise in portfolio capital inflows. For the whole period since 1980, the regions listed reported imports of portfolio capital reaching over $1¼ trillion, while the only net exporter in the list, Japan, reported less than half that amount in exports (Table 3 ).
In the case of other capital flows, only one region, Europe, was consistent over time with respect to the direction of the flows, with inflows in every period (Appendix Table 6 ). Every other region had periods of both inflows and outflows, sometimes with abrupt shifts from one to the other. The United States was a net supplier of funds through 1979-83 and then turned to being a net recipient. Latin America was almost always a supplier of funds, and the other countries showed no consistent role.
c. The Regional Distribution of Total Net International Investment Flows
The combination of the various types of net capital flows is the total net international flow of capital. Japan has been a consistent supplier of capital on the international market throughout the whole period since 1980, while the United States has been a major net recipient of international capital flows, especially in the most recent years (Appendix Table 7 ). Southeast
Asia and Latin America have been pretty continuous recipients and were relatively large ones except when the United States began to absorb foreign capital on a large scale in 1983. Europe has mostly absorbed capital on net balance except in the 1985-89 period.
Differences in Behavior among Types of International Financial Flows a. Volatility
As was mentioned in the discussion of historical aspects of international investment, above, different types of financial flows can perform quite different functions for both investing and receiving countries. One difference among the types of flows that affects their functions, especially for the recipients, is in their volatility, a subject that has received increased attention since the Asian crisis began. We can compare flows of different types by asking how often net flows to or from a country change signs. That is, how often do inflows turn into outflows and outflows turn into inflows.
For direct investment, among the 52 countries for which we have long runs of data, and data for each type of capital flow, the average number of reversals was 2.50, indicating an average run in a single direction of almost eight years (Table 4 ). The next most stable type was portfolio investment, with 3.60 reversals, on average, an average run in one direction of four and a half years. Other capital flows reversed signs 4.2 times on average. Thus, the general impression of the relative stability of direct investment, relative to the other types, is confirmed.
These comparisons take account of the direction of flows but not the size, which can vary sharply without any change of direction. We compare the types of flow with respect to their standard deviations in Table 5 .
In the case of the United States, both portfolio and short-term capital flows fluctuated less relative to the average flows than did net direct investment. The United States was unusual in this respect, however. For Japan and for the three regions, the averages for individual country volatility, as measured by the ratios of standard deviations to means, was lowest for net direct investment. The volatility of the aggregates in two of the three regions confirmed the relative stability of direct investment. There is a particularly wide gap in Latin America between the volatility of net portfolio investment and the relative stability of net direct investment.
b. Relations Among Capital Flows
If flows of direct investment respond to current economic conditions in each country, one might expect to find alternating periods of larger outflows than inflows and larger inflows than outflows and, therefore, a negative relationship between gross outflows and gross inflows. As Table 6 indicates, for a selection of major exporters and recipients of FDI flows, that is not the case. By and large, where there is a significant relationship, it is a positive one; direct investment inflows into a country tend to be large when outflows from the country are large.
To some extent, this relationship may reflect trends, or simply the effects of growth, which we may partially remove by taking international flows relative to GDP. The trend influence is confirmed by the fact that fewer equations are significant, the correlations are lower, and one significant negative relationship appears, for Brazil, but the overall result is still that outflows and inflows are positively related, where there is any significant relationship at all.
We can also ask how gross or net FDI outflows are related to flows of capital in other forms. The results for the 13 countries used in the test are presented in Table 7 .
The strongest relationship is that between outward direct investment and outward flows of short-term capital. Large outflows of direct investment are accompanied by outflows of shortterm capital as well. There is also a much weaker positive association with net flows of portfolio capital. Net outflows of direct investment are negatively correlated with net flows of all other long-term capital and also with that part of it that is portfolio capital. Little of the variability in one flow is explained by the other but there is at least some suggestion here of substitution among types of long-term capital flows, especially between direct and portfolio capital flows.
c. The Importance of Retained Earnings in Direct Investment
One feature of flows of direct investment that distinguishes it from other forms of investment is that it can be, and often is, financed from the retained earnings of affiliates. The IMF and the OECD recommend that direct investment flows include "...the direct investor's share of the company's reinvested earnings" (OECD,1996, p. 16) . Unfortunately for our ability to make comparisons across countries, many important capital exporters do not include reinvested earnings in their capital flow data. Among the OECD countries, Belgium, Canada, France, Italy, Japan, and Norway are in this group.
The United States is one country that has kept records of retained earnings of its firms' foreign affiliates over many years, although there have been some changes in their treatment in the Balance of Payments. The distribution, by type, of U.S. direct investment outflows in recent years is described in Table 8 .
Although there are large fluctuations in the proportions, reinvested earnings are clearly the predominant form of financing of U.S. outward direct investment. They account for more than half of investment over the whole period, in each sub-period, and in ten out of the fourteen individual years. The only year in which they were not larger than each of the other forms of investment was the severe recession year, 1982.
One reason for the importance of reinvested earnings in U.S. outward direct investment is that U.S. firms' foreign operations are relatively mature, having started earlier than most of those from other countries. However, the large role of reinvested earnings is an old one for the United
States. During the late 1930s and through World War II they were virtually the only source of additions to direct investment, and even when the pace of investment picked up after the war, retained earnings still provided over 40 per cent of the growth.
In the 25 years from 1950 through 1975, reinvested earnings accounted for more than half of the growth in the stock of U.S. outward direct investment, 60 per cent in manufacturing and trade, and somewhat lower proportions in petroleum and in other industries including finance (Table 9 ).
Some more recent data, for countries that keep such records, are summarized in Table 10, for both home countries and host countries, 1989 through 1995. The large contribution of retained earnings to growth in direct investment, a characteristic of U.S. outward direct investment for so long, is not a universal characteristic of direct investment, as can be seen in the large negative retained earnings on inward direct investment in the United States. The importance of retained earnings appears to be related to the age of the investments, the U.S., the U.K., Sweden, and Switzerland being direct investors of long standing. Much of U.S. inward investment, on the other hand, is a product of the late 1980s, and, therefore very new during the period covered. Similarly, Germany is a relatively late entrant as a major direct investor, partly because much of its investment was confiscated after losses in two World Wars.
Other factors may also play a role. During the period of exchange controls, many enterprises were not permitted to repatriate their profits, particularly from developing countries.
There are also differences and changes in systems of taxation of overseas earnings that affect where profits are made, where they are accumulated, and if and when they are repatriated. Over time, the definition of direct investment has shifted from an emphasis on control across national boundaries to a vaguer notion of "lasting interest" and a "significant" influence on management, and in the balance of payments data the enterprise is divided up statistically among owners of shares of 10 per cent or more.
The history of cross-border ownership of enterprises is a long one, and its importance as a part of international capital flows before World War I a matter of some controversy. However, it is clear that direct investment was more important in total U.S. investment abroad than in total foreign investment by other countries and far more important than in foreign investment in the States, which has flipped back and forth from being the dominant net supplier to dominant net recipient and back to dominant net supplier. For other countries, and particularly for developing countries, direct investment has been the most dependable source of foreign investment.
One reason for the relative stability of direct investment flows may be the importance within them of retained earnings. These do fluctuate, of course, with profits, but they rarely shift sharply into the negative once firms are well established. Retained earnings appear to be most important in outward U.S. and U.K. investment. There are some large negative retained earnings in recent years for foreign direct investment in the United States, relatively new and perhaps purchased at the peak of real estate markets, but the general relationship seems to be that older holdings of direct investment grow a good deal from retained earnings. 1980-84, 1985-89 and 1990-94 are annual averages Sources: IMF (1998) and World Bank (1995) and 
